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To:		Audit Services Oversight Committee
From:		Germaine F. Brewington, Director
		Audit Services Department
Date:		September 24, 2018
Subject:	Year-End 2018 Inventory Performance Audit

The Department of Audit Services staff completed the report for the Fiscal Year-End 2018 Inventory Performance Audit. The purpose of this audit was to: 
Determine if the inventory value recorded on the City’s general ledger was fairly stated as of June 30, 2018; and
Evaluate the adequacy of internal controls over the inventory counts performed by each department or division. 

This report presents the observations, results, and recommendations of the Year-End 2018 Inventory Performance Audit. In response to this audit’s recommendations, City Management concur with the recommendations made. The detailed Management Response to the recommendations is included with the attached report. 

The Department of Audit Services staff would like to acknowledge the contributions of the staff from the Departments of: Water Management, Fleet Management and Finance in the completion of this audit.audit services
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FY 2018 Inventory Performance Audit August 2018
The annual Inventory Audit was performed to ensure the City has accurate financial data for the inventory on hand at year end, specifically in the Departments of Water Management, Fleet Management, and the Finance Department.

Background
The City keeps an active inventory to allow department staff to complete work orders in a timely and efficient manner. In order to ensure good stewardship over these resources, the City expects departmental inventories to be counted and reconciled annually to the general ledger. Audit Services staff check the annual count by examining a sample of items at each location where inventory is maintained. Inventory includes items such as: paper, hoses, tires, windshield wipers, nuts and bolts, water meters, pipes, chemicals, and bulbs. The largest inventories held in the City are currently located in the Department of Water Management. 
















Audit Report Highlights
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Overall, inventory was fairly stated as of June 30, 2018 for the Fleet Management Department, Water Management: Plant Engineering and Maintenance Division, Water Supply and Treatment Division, Water Reclamation Facility Divisions, and the Water and Sewer Maintenance Division.  

Within the Water and Sewer Maintenance (WSM) Division of Water Management, the process to track and record usage in the general ledger was not working as intended.  WSM staff posted a journal entry for $528,477 to ensure that the costs of materials used were reflected accurately at year end in the general ledger.  In a perpetual system, a minor adjustment between inventory observed on hand and inventory recorded per the general ledger is reasonable and expected. An adjustment in the amount of $528,477 raises concerns.  Per the Water and Sewer Division staff, part numbers were not assigned to some inventory items in Cityworks in the amount of $397,044. As a result, staff could not capture the usage for those items in Cityworks. Subsequently, the costs of materials used were not updated accurately in MUNIS. Supporting documentation did not exist to substantiate that materials were actually used on City projects.  In addition, supply purchases in the amount of $131,433 were inaccurately posted to the inventory account (in MUNIS) instead of the expense account.  Lack of adequate staff training and written standard operating procedures over inventory management contributed to this issue.   







Purpose
The objectives of the audit were to determine if the inventory value recorded on the City’s General Ledger was fairly stated as of June 30, 2018 and to evaluate the adequacy of internal controls over the inventory counts performed by each department or division. 

Audit Services Department


Internal Audit

The Audit Services Department serves a three-fold role at the City of Durham. Our number one goal is to provide independent, objective assurance that City processes are working effectively. Secondly, we serve as internal fraud examiners when fraud, waste, or abuse is alleged against a City employee or department. Finally, in order to constantly foster high ethical standards, we provide in-depth ethical training to all City employees on a rolling basis. To learn more, visit our CODI site or our page on the City of Durham’s website.
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Audit Services Oversight Committee

In order to maintain its organizational independence, the Audit Services Department reports to the Audit Services Oversight Committee (ASOC) at a minimum of four times a year. The ASOC approves all proposed audit plans and completed audits prepared by Audit Services staff.

The Audit Services Oversight Committee is made up of six members: two City Council Members, three resident members, and one alternate City Council Member. The current members include two certified public accountants, academicians, and persons with business experience. The City Manager is an 
ex-officio, non-voting member of the ASOC.























                                                                                       	Background

The City of Durham reports the value of its inventory in the year-end Comprehensive Annual Financial Report (CAFR) as required by generally accepted accounting principles. The inventory consists of certain materials and supplies used in maintaining the City’s facilities, infrastructure, fleet, fuel, postage, communication equipment, and print shop supplies. Annually, the Audit Services staff conduct an audit of the City’s year-end physical inventory and procedures. 

Each department utilizes a unique inventory system to track inventory. These systems included purchased computer software programs, such as: Faster, NexGen, Cityworks, or spreadsheet applications. The Finance Department adjusts the inventory valuation recorded on the City’s general ledger in MUNIS at year-end based on the physical inventory count.

The City values its inventories using the weighted average cost method. The value of the City’s inventory as of June 30, 2018 was approximately $3,190,495 compared to   approximately $2,413,991 on June 30, 2017 and compared to approximately $2,379,132 on June 30, 2016. See Figure 1 below.
 
 
Figure 1. The changes in inventory recorded in the General Ledger between fiscal years 2016 to 2018. 

 

Figure 2. Inventory by department recorded in the General Ledger in fiscal years 2016, 2017 and 2018.




[bookmark: _Toc523993838]		Objectives

The objectives of the audit were to determine if the inventory value recorded on the City’s General Ledger was fairly stated as of June 30, 2018 and to evaluate the adequacy of internal controls over the inventory counts performed by each department or division. 


[bookmark: _Toc523993839]		Scope, Methodology, and Compliance
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The scope of the audit included inventory that existed at City facilities as of June 30, 2018. The Departments or Divisions selected for the June 30, 2018 inventory observation and valuation were as follows:

Department of Fleet Management;
Department of Water Management – Plant Engineering and Maintenance Division;
Department of Water Management – Water Reclamation Facility Division (North Durham and South Durham);
Department of Water Management – Water Supply and Treatment Division (Brown and Williams Water Treatment Plant Locations); and
Department of Water Management – Water and Sewer Maintenance Division.

[bookmark: _Toc489270336][bookmark: _Toc490819798][bookmark: _Toc493255571][bookmark: _Toc493510485][bookmark: _Toc523993841]Methodology
Audit Services staff performed the following procedures to accomplish the objectives of the audit. Staff:

Interviewed appropriate personnel with respect to procedures used in counting and valuing inventory at year-end;
Selected a judgmental sample of inventory items at each location and verified the number of units on hand using physical inspection;
Selected a judgmental sample of items from the floor and verified that they were reported in the inventory list;
Selected a judgmental sample of items at each location and verified the per unit costs using invoices or other documents;
Selected a judgmental sample of items at each location and recalculated the extensions and footings included on the inventory reports; and
Verified that the department and division totals per the inventory reports matched the final June 30, 2018 general ledger balance.

[bookmark: _Toc479851696][bookmark: _Toc480281252]During the audit, Audit Services Department staff also maintained awareness to the potential existence of fraud.
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Audit Services staff conducted this performance audit in accordance with generally accepted government auditing standards. Those standards require that Audit Services staff plan and perform the audit to obtain sufficient and appropriate evidence to provide a reasonable basis for our findings and conclusions based on the audit objectives. Audit Services staff believe that the evidence obtained provides a reasonable basis for the findings and conclusions based on the audit objectives.


[bookmark: _Toc523993843]		Results and Findings
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Overall, inventory was fairly stated as of June 30, 2018 for the Department of Water Management  and the Fleet Management Department.  The value of inventory on the balance sheet was adjusted to reflect the value per the counts performed by the departments/divisions.  Overall, inventory was fairly stated as of June 30, 2018.

The Audit Services staff verified the counts with minor exceptions, therefore concluding that the inventory value recorded on the balance sheet was fairly stated.  Results by Department/Division follow:

Fleet Management Department
Audit Services staff judgmentally selected 119 parts from the inventory sheet and verified the number of units recorded to the physical units on hand. In addition, Audit Services staff also selected 48 items from the floor and traced the items back to the inventory sheets to ensure inventory recorded was complete. Audit Services staff also verified unit cost for 12 items. No exceptions were noted.

Water Management – Plant Engineering and Maintenance Division
The Audit Services staff randomly selected 30 items from the inventory list to verify the units recorded to the actual units on hand with no exceptions noted. In addition, staff selected 20 items from the floor to verify the units recorded with no exceptions. Audit Services staff also randomly selected 9 items to verify unit costs with no exceptions noted.  

Water Management – Water Supply and Treatment Division and Water Reclamation Facility Division
Audit Services staff verified the unit count of all items included in the inventory at the Brown, Williams, North Durham, and South Durham Treatment facilities. No exceptions were noted.  However, this inventory was not recorded in the general ledger for FY 2018. The Finance Department staff made a decision to eliminate the chemical inventory in the Water and Sewer Fund for FY 2018.  According to the Finance Director the decision was based on several factors:  the inventory was used in an operational nature for water treatment and not used on work orders that were charged out; the inventory was not at a high risk of theft and the average amount of inventory over the past five years was considered immaterial in a fund that had over $800 million in assets at June 30, 2018.  The inventory totaled approximately $280,000.00. The Department of Water Management was consulted and also agreed to this change.

Water Management – Water and Sewer Maintenance Division
Audit Services staff randomly selected 56 items from the inventory sheet and verified the number of units recorded to the physical units on hand with eight (8) immaterial exceptions.  In addition, Audit Services staff selected 36 items from the floor in order to verify that these items were included in the inventory listing with five (5) exceptions noted. The dollar value of the exceptions noted was immaterial (< $6,200 total) to the overall inventory value.
[bookmark: _Toc484164899][bookmark: _Toc490819804][bookmark: _Toc493255576][bookmark: _Toc493510490][bookmark: _Toc523993846]Objective 2 Results Summary
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Overall, adequate controls existed over inventory counts performed by the staff at the following locations to ensure that inventory was valued accurately on June 30, 2018:

Department of Fleet Management;
Department of Water Management – Plant Engineering and Maintenance Division;
Department of Water Management – Water and Sewer Maintenance Division;
Department of Water Management – Water Reclamation Facility Division (North Durham and South Durham Locations); and
Department of Water Management – Water Supply and Treatment Division (Brown and Williams Water Treatment Plant Locations).

Other Issues Identified During the Audit 
[bookmark: _Toc523993848]Finding 1
Audit Services staff found:
The process to track and record usage of inventory items in the general ledger was not working as intended.

The Water and Sewer Maintenance Division staff posted journal entries amounting to $528,477 to ensure that the cost of materials used were reflected accurately at year end in the general ledger.  Even though a minor adjustment is reasonable and expected, an adjustment in the amount of $528,477 raises concerns. This adjustment was needed for two reasons:

Per the Water and Sewer Division staff, part numbers were not assigned to some inventory items in Cityworks.  As a result of the lack of this information, staff could not capture the usage for those items in Cityworks and subsequently usage was not adjusted in MUNIS. Supporting documentation did not exist to substantiate that materials were actually used on City projects.
Supply purchases were inaccurately posted to the inventory account (in MUNIS).

The breakdown of the $528,477 is as follows:



The general ledger captures the purchases and uses of inventory throughout the year for the Department of Water Management – Water and Sewer Maintenance Division. Purchases are made through MUNIS.  Inventory usage in MUNIS is updated from Cityworks.  The Water and Sewer Maintenance Division staff use Cityworks to capture the cost of materials used for work performed by their staff.  The cost of materials used per Cityworks is uploaded into MUNIS to ensure that the general ledger accurately reflects the value of inventory on hand.  If controls over tracking and recording usage are working as intended, the inventory value per the general ledger would be close to the inventory value per the physical count at year-end.  Figure 4 below Illustrates the potential need for the journal entry. 
[image: K:\Projects\0. Audit Projects 2017-2018\Inventory FY 2018\Reporting\snip it picture for flowchart1.PNG]

Figure 4. Potential reasons for the $528,477 adjustment of inventory.

Lack of adequate staff training and written standard operating procedures over inventory management contributed to this issue.   The lack of written procedures increases the risks of errors. Audit Services staff proposed a recommendation as part of the Year-End 2017 Inventory Performance Audit which directed the Water and Sewer Division staff to create written standard operating procedures over the inventory management process.  The process to develop written standard operating procedures had begun; but was not complete as of September 5, 2018.  The Department of Water Management had not implemented the audit recommendation from the Year-End 2017 Inventory Performance Audit.Some inventory items did not have part numbers assigned to them. Costs of those materials used were not entered into Cityworks and subsequently not deducted from MUNIS through the automated interface. Also, some items were recorded as inventory when they should have been expensed. 


[bookmark: _Toc523993849][bookmark: _GoBack]		Conclusion

Overall, the inventory value on the City’s general ledger was fairly stated as of June 30, 2018 for all areas tested. The value of inventory on the balance sheet was adjusted to reflect the value per the counts performed by the departments/divisions.  The Audit Services staff verified the counts with minor exceptions, therefore concluding that the inventory value recorded on the balance sheet was fairly stated. 

The process to track and record usage in the general ledger was not working as intended. The Water and Sewer Maintenance Division staff posted a journal entry amounting to $528,477 to ensure that the cost of materials used were reflected accurately at year end in the general ledger.  In a perpetual system, a minor adjustment between inventory observed on hand and inventory recorded per the general ledger is reasonable and expected. An adjustment in the amount of $528,477 raises concerns. Per the Water and Sewer Division staff, part numbers were not assigned to some inventory items in Cityworks in the amount of $397,044. As a result, staff could not capture the usage for those items in Cityworks. Subsequently, the costs of materials used were not updated accurately in MUNIS. Supporting documentation did not exist to substantiate that materials were actually used on City projects.  In addition, supply purchases in the amount of $131,433 were inaccurately posted to the inventory account (in MUNIS) instead of the expense account.  Lack of adequate staff training and written standard operating procedures over inventory management contributed to this issue.   
                                              









                                                                            Recommendations
[bookmark: _Toc523993851]Recommendation 1
The Department of Water Management – Water and Sewer Maintenance Division staff should ensure correct and complete information about the costs of materials used and purchases is being reported in MUNIS.  All inventory items in the warehouse should be assigned part numbers in order to facilitate the process of tracking usage.  Staff should also periodically reconcile the information contained in Cityworks to information in MUNIS as it pertains to inventory.  
Value Added:       Efficiency, Risk Reduction

[bookmark: _Toc523993852]Recommendation 2
The Department of Water Management should train Water and Sewer Maintenance staff on inventory management best practices including: tracking and recording of inventory purchased, issued and used [in Cityworks].  
Value Added: 	Efficiency, Risk Reduction
[bookmark: _Toc523993853]Recommendation 3
The Department of Water Management – Water and Sewer Maintenance Division staff should create written standard operating procedures over the inventory management process. Specifically, the SOPs should address the procedures to: track and record inventory issued and purchased in Cityworks; close out work orders in order to capture materials costs; and reconcile [regularly] Cityworks and MUNIS.
Value Added: 	Efficiency, Risk Reduction 

[bookmark: _Toc523993855]  [image: ]
To learn more, visit our website at: durhamNC.gov/audit 

[bookmark: _Recommendation_4]
Recommendation 4
[bookmark: _Senior_management_should]             Senior management should request an inventory management audit for the
                   Department of Water Management as a part of the 2020 fiscal year annual audit 
                   plan. 
Value Added: 	Risk Reduction 
[bookmark: _Management_Response_1][bookmark: _Toc480281263][image: ]
                                                                     Management ResponseTo learn more, visit our website at: durhamNC.gov/audit 


[image: http://durhamnc.gov/DocumentCenter/View/18944/City-of-Durham_Program-Logos-and-Logo-Lockups-Separate_CMYK-01]



Memo to:	Dr. Germaine F. Brewington, Director of Audit Services
From:		W. Bowman Ferguson, Deputy City Manager
Date:		September 18, 2018
Subject:	Management’s Response to Recommendation 4
		Year End 2018 Inventory Performance Audit dated September 2018


The following is the management response to the Year End 2018 Inventory Performance Audit dated September 2018.

Recommendation 4:		
Senior management should request an inventory management audit for the
Department of Water Management as a part of the 2020 fiscal year annual audit 
plan. 

Management’s Response:
We concur.   Management is in full agreement with the recommendation.
Implementation Date: I will submit a request in March 2019 for an inventory management audit to be included in the 2020 audit plan.







[bookmark: _Toc479080598]Management Response
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Memo to:	Dr. Germaine F. Brewington, Director of Audit Services
From:		Donald F. Greeley, Director, Department of Water Management
Date:		September 18, 2018
Subject:	Management’s Response to Recommendations
Year End 2018 Inventory Performance Audit September 2018

The following is the management’s response to the Year End 2018 Inventory Performance Audit dated September 2018.
Recommendation 1:		
The Department of Water Management Water and Sewer Maintenance Division staff should ensure correct and complete information about the cost of materials used is being reported in MUNIS.  All inventory items in the warehouse should be assigned part numbers in order to facilitate the process of tracking usage.  Staff should also periodically reconcile the information contained in Cityworks to information in MUNIS as it pertains to inventory.
Management’s Response:
We concur. Management is in full agreement with the recommendation. Water Management staff had identified this issue prior to the audit and has already started taking steps to make the corrections needed to ensure the problem does not re-occur.  Additionally, the anticipated upgrade to Cityworks creates the ability to have direct, timely integration to MUNIS and will allow easier reporting, matching and verification between the two systems.
Implementation Date: Already in process.  WM expects completion by June 2019 depending on funding, TS approval and implementation of the Cityworks upgrade.
Recommendation 2:
The Department of Water Management should train Water and Sewer Maintenance staff on inventory management best practices including: tracking and recording of inventory purchased, issued and used [in Cityworks].  

Management’s Response:
We concur. Management is in full agreement with the recommendation. Water Management staff had identified this issue prior to the audit and has already started taking steps to make the corrections needed to ensure staff is fully trained and that monitoring systems are in place.
Implementation Date: Already in process.  WM expects completion by October 2018.
Recommendation 3
The Department of Water Management – Water and Sewer Maintenance Division staff should create written standard operating procedures over the inventory management process. Specifically, the SOPs should address the procedures to: track and record inventory issued and purchased in Cityworks; close out work orders in order to capture materials costs; and reconcile [regularly] Cityworks and MUNIS.
Management’s Response:
We concur. Management is in full agreement with the recommendation. Water Management staff previously identified this issue and is already taking steps to update, revise and/or develop SOP’s that appropriately capture all inventory processes.  All staff that work in Munis and Cityworks will be identified and trained in all aspects of the process.
Implementation Date: Already in process.  WM expects completion by October 2018.
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Year-End Inventory Trend For FY 16 - FY 18
FY 2018	 FY 2017	FY 2016	3190494.7499999995	2413991	2379131.6799999997	Inventory Comparison for         
FY 2016 to FY 2018
FY 2018	

Department of Fleet Management	COMMUNICATION REPAIR PARTS	Department of Finance -Postage Inventory	Department of Finance - Printing Supplies	Department of Water Management - Water and Sewer Maintenance	Department of Water Management - Plant Engineering 	&	 Maintenance	Department of Water Management - Water Supply and Reclamation	459032.51	7094.92	-2640.84	14701.21	2200319.0099999998	511987.94	0	 FY 2017	Department of Fleet Management	COMMUNICATION REPAIR PARTS	Department of Finance -Postage Inventory	Department of Finance - Printing Supplies	Department of Water Management - Water and Sewer Maintenance	Department of Water Management - Plant Engineering 	&	 Maintenance	Department of Water Management - Water Supply and Reclamation	468699.88	7595.07	40309.870000000003	14055.31	930982	579905.82999999996	372442.78	FY 2016	Department of Fleet Management	COMMUNICATION REPAIR PARTS	Department of Finance -Postage Inventory	Department of Finance - Printing Supplies	Department of Water Management - Water and Sewer Maintenance	Department of Water Management - Plant Engineering 	&	 Maintenance	Department of Water Management - Water Supply and Reclamation	475283.58	7710.17	66991.960000000006	32273.26	672484.57	727935.07	396453.07	Breakdown of $528,477 Journal Entry

Patching Mix, Cutback Asphalt	Stone 	Supplies	Other Inventory Items	153007.15	112024.74	132012.47	131432.71	
	Year-End 2018 Inventory Performance Audit
	September 2018
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